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ABSTRACT 
Security analysts spend a great deal of effort searching for information that will 
help them make a more accurate forecast of earnings and valuation of a security, and 
many investors select stocks based on these forecast earning prospects. Some of these 
investors believe that a high growth stock will outperform the market in the long term. 
Others, even though accepting that earning expectations might have already been 
reflected in the stock prices, decide to adopt the “go along with the forecast" strategy 
in the belief that certain consensus data contain information that has not yet been fully 
and correctly discounted in market prices. Empirical evidence from previous study of 
i 
the U.S. stocks' performance suggested that earning expectations are a significant 
； 
determinant of common stock prices, and consensus earnings expectations are 
impounded in stock prices. Investment based on consensus forecast growth will not 
generate excess risk-adjusted retums. Investor can only earn excess retums by 
correctly identifying errors in consensus forecasts. Moreover, to earn the most 
abnormal returns, stock selection should be based on anticipating changes in the 
consensus, rather than changes in the earnings. Using the 1993 and 1994 Hong Kong 
stock market data, we obtained similar results as the findings of the U.S. market. The 
size of excess retums in being more accurate than the consensus forecast well justifies 
the effort needed for superior estimation. 
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Stock prices are believed to be a function of expectations on firm-specific and 
macro-economic variables. However, most previous research which attempted to 
measure the information content of earnings surprise on stock price performance 
utilised historical extrapolations of past data as a proxy for expectational data. Little 
research has been done to examine expectational data. In this paper, we used 
expectational data (obtained from a publication called "The Estimate Directory") to 
/ 
explore the importance of earnings expectations on share prices. An ex-post empirical 
approach has been adopted. 
We focused our study on how earnings expectations afFect share price. We 
examine (1) whether knowledge of actual earnings could lead to risk-adjusted excess 
retums; (2) whether buying high-growth stocks (where high growth is determined by 
consensus beliefs) could eam risk-adjusted excess retums; (3) whether buying those 
stocks for which analysts most underestimate their earnings could eam risk-adjusted 
excess returns; and (4) the impact on share prices and returns if analysts make revisions 
in their estimates. By studying the above issues, we hoped that financial analysts might 
be able to get some insights on how to beat the market. In addition, the scale of 
returns that can be eamed by being "more accurate" than average forecasts and the 




Relationship Between Earning Forecasts and Stock Returns 
Financial analysts have spent a lot of time and effort on company earnings 
forecasts. They have adopted very sophisticated financial models and techniques to 
project company earnings in order to identify high growth stocks on the belief that high 
growth stocks will outperform the market in the long term irrespective of their current 
price levels. However, many studies have shown that buying high growth stocks will 
not lead to excess returns. This is because in an efficient market, the superior earnings 
growth ofthe stocks should have already been reflected in their share price. Unless the 
actual earnings are better than expected, their share prices are unlikely to outperform 
the market. On the contrary, low-growth stocks may not necessarily underperform the 
market if their inferior earnings are already expected and therefore reflected in share 
price. If their earnings are not as worse as expected, their share prices are likely to 
outperform. 
Leonard Zacks (1979) collected consensus forecasts of 1976 earnings per share 
growth for 260 of the Standard & Poor's companies and found no relation between 
forecasted earnings per share (EPS) growth and subsequent actual price movement. 
Elton, Gruber and Gultekin (1981) showed that knowing the analysts' EPS forecasts 
cannot by itself lead to excess retums. Any information contained in the consensus is 
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already impounded in share prices. They found that investors who buy high-growth 
stocks, where high growth is determined by consensus beliefs, would not eam an 
excess retum. 
Li our study, we used data on the Hong Kong Stock Exchange to examine 
whether it is possible to eam excess returns by purchasing high-growth stocks solely 
based on consensus beliefs. The results also give us some evidence on the efficiency 
of the Hong Kong stock market. 
Relationship Between Forecast Error and Stock Returns 
Niederhoffer and Regan (1972), two of the earliest researchers studying the 
relationship between forecast errors and stock price performance, analysed the 
performance of the 50 best- and 50 worst-performing stocks on the New York Stock 
Exchange in 1970. They found stock price performance was closely related to 
earnings forecast error. Those stocks which earnings had been underestimated 
outperformed the market, while those earnings that had been overestimated 
underperformed. More recent studies have demonstrated similar results. Leonard 
Zacks (1979) found that companies in which consensus forecasts underestimated 
actual earnings growth performed in a superior manner, while companies which 
consensus forecasts overestimated actual earnings growth performed poorly. Elton, 
Gruber and Gultekin (1981) found that much larger excess retums could be eamed if 
one is able to identify those stocks which analysts have underestimated their earnings 
than knowing their actual eamings. It was the earnings surprise that will drive share 
prices. 
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Compared with NiederhofFer and Regan's study, Klemkosky and Miller (1984) 
analysed a much larger sample of stocks. They conducted a time-series analysis over a 
10-year period, and utilised a more advanced statistical methodology. Their study also 
determined the relationship between the relative size and type of the forecast error and 
stock price performance. The results were consistent with that of earlier studies -
underestimated earnings will lead to superior stock price performance, while 
overestimated earnings will lead to inferior performance. The implication of the above 
studies is that share price is affected by expectations about earnings. 
Terpstra and Fan's (1993) study on Hong Kong stocks indicated that trading 
volume is positively related to the dispersion of financial analysts' earnings forecasts. 
Obviously, if everyone has the same earnings expectations, no trading will occur and 
the share price will stay at the equilibrium level. It was investor discrepancy over stock 
earnings prospects that has led to increased trading activity. The greater is the 
coefficient of variation of analysts' EPS forecasts, the higher will be the trading 
volume. 
On the whole, differences in earning forecast provide opportunity for trading 
and superior returns. Financial analysts who want to earn excess retums should put 
more effort on those companies in which their earnings forecasts have a large 
discrepancy to the market consensus. 
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Relationship Between Forecast Revision and Stock Returns 
Elton, Gruber and Gultekin (1981) found that the largest excess retum can be 
eamed if one is able to determine the stocks for which analysts will make the greatest 
revision in their estimates rather than knowing the actual earnings growth or forecast 
errors of the stocks. The same conclusion was shared by other studies. 
Givoly and Lakonishok (1979) assessed the information content of financial 
analysts' earnings forecast revisions by analysing the relationship between the 
direction of these revisions and stock price performance. Excess returns were 
observed during the months surrounding the revisions in analysts forecasts, which 
indicated that analysts' earnings forecast revisions have information content. Since 
investors are able to utilise publicly available information to eam excess returns, the 
market is semi-strong inefficient. : 
Hawkins, Chamberlin and Daniel (1984) examined month-to-month percentage 
changes in consensus estimates for over 2,400 stocks made by 70 brokerage firms to 
determine whether analysts' revisions in earnings expectations can predict the direction 
of future price movement. Their results indicated that this information is valuable to 
investors and can be used to achieve risk-adjusted retums. Stickel (1991) examined 
common stock retums surrounding earnings forecast revisions, using 173,620 revisions 
for 1,465 firms by 1,869 analysts from 83 brokerage houses. He found that the speed 
of information flow (earnings revisions) was rather slow. Abnormal retums lasted for 
about six months after the revision - an evidence of semi-strong form inefficiency of 
the U.S. stock market. 
The implication of the above four studies is that if the objective of stock 
selection is abnormal portfolio retums, selection should be based on anticipating 
6 
changes in the consensus forecast rather than changes in the actual earnings. In this 
way, the return will be greatest. 
Prior research has shown that the largest risk-adjusted excess return can be 
gained if one knows which stocks for which analysts will make the greatest revision in 
their estimates. The second-largest excess return can be earned if one is able to 
identify those stocks for which analysts most underestimate their earnings. While 
knowledge of actual earnings can also lead to excess retums, buying high-growth 
stocks based on consensus beliefs will not give rise to any excess returns because the 






We have adopted a methodology which follows that of Elton, Gruber and 
Gultekin (1981). We, however, used the Hong Kong stock market data in our study. 
Sources of Consensus Earning Estimates 
The consensus earnings estimates for any stock on the Hong Kong Stock 
Exchange were obtained from a monthly publication called "The Estimate Directory 
/ 
QPacific Basin)” published by the "Edinburgh Financial Publishing (Asia Ltd)". 
； 
Securities analysts in town will update their earnings forecasts and send the latest 
estimates to the publisher every month. The consensus earning estimate of a stock is a 
simple arithmetic mean of the forecasts made by all the financial analysts covering that 
stock. 
The Sampling Criteria 
We have set four criteria to screen our data sample. First, only those 
companies with the same financial year end (December 31) were chosen to ensure that 
all analysts are subject to the same market conditions when they do their forecasts. 
This step is important because analysts tend to be more bullish on corporate earnings 
forecasts when the macro-economic environment is favourable and vice versa. 
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Second, we have chosen two forecast dates, March and September，for each 
year in our analysis. We have chosen March as some companies will have already 
announced their final results of the previous financial year during the month. By 
knowing the actual results of the previous year, analysts should be able to make a more 
reasonable earnings forecast for the following year. Also, we have chosen September 
because some companies will have already announced their interim results by then. 
More information will be available to analysts to make a more accurate estimate. 
However, we do not choose October or November figures when earnings are almost 
known with certainty. A reduction in earnings forecast dispersion will make our 
results less significant. Consequently, the one-year and two-year earnings forecasts 
prepared in March and September between the period September 1993 and September 
1995 were collected. Both forecast dates were used for all six variables involving one-
/ 
year forecasts. However, as two-year forecasts are not available in March, only the 
September data was used to examine two-year forecasts. 
Third, we limit our sample to companies which are covered by at least three 
analysts to ensure the consensus figures are typical and representative. If a stock is 
covered by only two analysts, any change in forecast from an analyst could result in a 
dramatic change in the calculation of the six variables, which is not desirable. To avoid 
this problem, companies followed by less than three analysts are excluded from our 
sample. 
Finally, to facilitate the statistical computation and comparison, companies with 
negative earnings in the financial year prior to the forecast year are eliminated from our 
sample. 
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Based on the above selection criteria, our initial sample set has a total of 50 
stocks. Following our data analysis, five stocks having insufficient past data for 
generating reliable market model parameters were taken out. The final sample set has 
therefore a total of 45 stocks for both the financial year 1993 and 1994. To avoid 
erratic results due to the presence of exceptional returns of company (e.g. extra-
ordinary income from property sales or disposal oflong-term investment portfolio) that 
are beyond the market forecast capability, thirteen out of the ninety reported stock 
earnings have been adjusted to eliminate these extraordinary items. 
Six Earnings Expectations Variables 
The following six variables are used to test the effect of earnings expectations on share 
price performance : 
/ 
(1) Actual growth rate in earnings Gt, which is defined as actual earnings for the 
forecast year minus actual earnings in the previous financial year, divided by 
actual reported earnings in the previous financial year. 
G , = d � ) f o r E , - i > 0 (1) 
Et-i 
where Et is reported earnings per share at time t. 
Since this measure cannot be interpreted for a negative denominator, this 
variable is computed only for those firms for which the denominator is positive. 
In fact, for fair comparison and meaningful ranking, companies having losses 
and companies making profits should be grouped separately. However, the 
sample size of stocks having negative earnings and fulfilling our other selected 
criteria are too small (less than ten each year) for reasonable statistical analysis. 
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(2) Forecast growth rate FGt, which is the consensus forecast of financial year 
earnings minus the actual earnings in the previous financial year divided by the 
actual earnings reported in the previous financial year. 
FGt= ( C r & - i ) forEt-i>0 (2) 
Et-i 
where Ct is the consensus earning per share forecasts that will occur at time t. 
Similar to the calculation of actual growth rate in earnings (Equation (1)), 
forecast growth rate are computed only for those companies for which the 
denominator Et] is positive. 
(3) Differential growth rate DGt, which is the actual growth rate in earnings minus 
forecast growth rate. 
DGt = Gt — FGt (3) 
(4) Misestimate in consensus forecast of earnings M;, which is defined as the actual 
earnings in the forecast year minus the forecast earnings. 
Mt = Et-Ct (4) 
(5) Percentage forecast error %Mt, which is measured as the actual earnings in the 
forecast year minus the forecast earnings divided by the absolute value of the 
actual earnings. 
{Et ~ Ct) , � VoMt = (5) 
i^ / l 
Variables (3)，（4) and (5) are used to measure excess retums if there is a 
discrepancy between the forecast and the actual earnings. The hypothesis is 
that the larger the forecast error, the greater will be the excess retums. 
11 
(6) Forecast revision FRt, which is defined as the forecast of earnings for the 
financial year minus the forecast of earnings for the same financial year made 
one year earlier divided by the former number. 
/ ^ / - a + 12 _ r^t-ax 
肌 二 ( ％ : 1 ? , (6) 
where Cj"^ = consensus forecast for earnings at time t produced at time (t-a); 
and 61一口+12 = consensus earning forecast at time t produced 12 months after 
(t-a). 
This variable measures the percentage adjustment in forecasts over time and is 
used to test the hypothesis that knowing the change in consensus forecasts is 
more important than knowing actual earnings in generating excess returns. 
Statistical Procedures ‘ 
For each time period (March and September) and for each financial year (1993 
and 1994) studied, we ranked all stocks on each variable and based on that ranking, we 
divided the stocks into five bands for each variable studied. For example, we formed 
five bands for the forecast growth rates made in March 1993. Band 1 contained the 20 
percent of the stocks with the highest forecast growth rate for the financial year 1993. 
Band 2 contained the 20 percent of the stocks with the next highest forecast growth 
rate, and so on. For each band, we calculated the average of the risk-adjusted excess 
returns (in this case, forecast growth) and took that as the portfolio returns for that 
band of stocks being studied. Retums for each band can then be compared for 
statistical significance. 
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Measuring Excess Returns 
Excess retum is the difference between actual retum and expected return. The 
market model which relate a stock's return with the market index's retum is used to 
measure expected retum. 
rit = a i + PiVmt + eit (7) 
where r" denotes the rate of retum of portfolio i for period t, a, and pi are the market 
model parameters and Vmt is the actual market rate of returns for period t. 
The monthly excess returns are measured by the difference : 
h t = r i t - { a i + p . rmt ) (8) 
A 
where r" and Tmt are the observed values of the respective rates of retum and a t 
and B . are estimated from a regression equation. 
� 1 i 
For each of the 45 stocks in our final sample set, the market model parameters 
A A 
OCi and p . were obtained by regressing five years' weekly stock retums against the 
market retums preceding and including the forecast month. Retums of the Hang Seng 
Index is used as a proxy for the market retum. The average and standard deviation of 
the market model parameters obtained for the 45 stocks in each period are : 
March September March September 
lJ93 J993 1^994 1994 
~ “ A v e r a g e 0.00205 0.00067 0.00078 0 . 0 0 0 7 9 “ 
Standard deviation 0.00485 0.00315 0.00293 0.00292 
t for oci = 0 2.84199 1.43181 * 1.77825 * 1.80765 * 
~Ji~~Average 1.01257 1.00381 0.92569 0.86017~~ 
Standard deviation 0.34584 0.30653 0.25262 0.23060 
tfor pi=l 0.24391 * 0.08330 * - 1.97327 * - 4.06778 
~r?~~Average 0.34780 0.33448 0.33682 0.38575~~~ 
Standard deviation 0.19209 0.18632 0.18708 0.18615 
"n No. oftrading days 261 260 260 261 
• Indicates significance at the 5% level 
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As expected, the arithmetic means of oCi were close to zero and pi close to one. 
3/4 ofthe market model parameters are having significance at 5% level. Although the 
standard deviations were a bit high and the regression r^  value a bit low, we believed 
that these values should be acceptable considering that almost two-third of stocks in 
our sample set are the second and third liner stocks. 
The estimated parameters of the market model were used in conjunction with 
actual market retums to forecast normal risk-adjusted returns for each of the stocks 
during each of the 12 months after the forecast month. In the case of the March data, 
we calculated risk-adjusted excess returns from April on, and in the case of September, 
from October on. The arithmetic mean of the excess returns of all the stocks in a band 
was used to represent the portfolio returns of that band of stocks (we have assumed 
the constituent stocks within a band are equally weighted). 
In order to examine the cumulative effect of any influence, we reported the sum 
of the risk-adjusted excess returns from the month after the forecast month to the 
month under consideration, rather than reporting the risk-adjusted excess returns in 
any one month. The 1993 and 1994 data for each period (March and September) was 
also combined in our analysis. In other words, for March forecasts, the entry in 
month 3 is the average value of the sum of risk-adjusted excess retums eamed in April, 
May, and June for year 1993 and for year 1994. 
Since a round-trip transaction cost of trading Hong Kong stocks is about 1%, 
cumulative residuals in excess of 1% can be accepted as of economic significance. 
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Rank Correlation Test 
To test the statistical significance of excess retums, we have adopted a rank 
correlation test by computing Spearman rank order correlation coefficient between the 
band order and the cumulative excess retum for each band. The Spearman correlation 
coefficient is a nonparametric measure of the direction and degree of association 
between two sets of rankings, or 
f^(R^^-R^)(R^^-R^) 
广 二 ' = i 
f ^ ( R ^ , - R ^ y Y ( R , , - R , y 
V i=\ i=\ 
where Rxi are the ranks of the Xi values, Ryi are the ranks of the Yi values and the 
means of the ranks are : 
n n , 
一 Yj^Xi — Z!^7/ 
J ^ = ~ ^ ~ ~ and 瓦 = ~ ^ ~ ~ 
n n 
In our study, a Spearman correlation coefficient of minus one indicates a 
perfect sequential ordering where the excess retums from band one is the highest, 
excess retums from band two is the next highest and so on. On the other hand, a 
Spearman correlation coefficient of positive one signifies also a perfect sequential 
ranking association but in the reverse direction. That is, band one stocks gives the 
least excess retums and band five gives the highest. A statistically significant rank 
order correlation coefficient indicates that there is a significant relationship between 
the variable under study and its cumulative excess retums so generated. 
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Report of Excess Returns 
In the report section, excess retums for each band of stocks were further 
consolidated in two ways for each variable under study. Firstly, the 45 stocks were 
grouped into three classes of equal sizes. For example, in the case of variable Gt 
(actual growth rate), the upper 1/3 class contained the 15 stocks with the highest 
growth, the middle 1/3 section contained the 15 stocks with the next highest growth, 
and the lower 1/3 class contained the remaining 15 stocks with the least growth. 
Secondly, the stocks were divided into the upper half class and the lower half class. 
The upper half class contained the 22 stocks with the highest growth and the lower 
half class contained the 22 stocks with the lowest growth. Grouping of the stocks 
retums in this way helped to minimise the data needed to be tabulated in the report 




We check whether investors can eam excess retums by buying stocks having 
high consensus forecast growth. 
Relationship Between Earning Forecasts and Stock Returns 
Exhibit 1 Time Series of Cumulative Excess Returns for the Consensus 
Forecast Growth Rates (FGt) (Equation (2)) 
1.1 Using March Data 
1 2 3 4 5 6 7 8 9 10 11 12 
Upper 1/3 0.009 -0.043 -0.037 -0.073 -0.108 - 0 . 1 2 7 � . 2 0 1 -0.161 -0.275 -0.289 -0.266 -0.254 
Middle 1/3 0.027 -0.004 -0.005 -0.062 -0.048 -0.064 -0.068 -0.041 -0.114 -0.128 -0.106 -0.069 
Lower 1/3 0.021 0.006 0.009 -0.012 -0.014 -0.002 ^.031 0.001 -0.065 -0.091 -0.105 -0.085 
Upper half~~~"0.021 -0.010 -0.014 -0.065 -0.076 ^0.095 -0.144 -0.096 -0.198 -0.214 ^ . 1 9 3 � . 1 7 6 
Lower half 0.014 ^0.014 4).0Q9 •0.033 -0.041 4).038 4).070 -0.042 -0.110 -0.133 -0.130 -0.115 
ExcessRet.a -0.009 -0.031 -^.025 -0.024 -0.050 -0.061 ^.095 -0.092 -0.120 -0.115 -0.104 -0 . l 0^ 
Rankcorr.b 0.40 0.70 0.70 0.70 0.70 1.0** 0.70 0.90* 0.70 0.70 0.70 0.90* 
1.2 Using September Data 
1 2 3 4 5 6 7 8 9 10 11 12 
Upper 1/3 ^0.039 0.001 ^0.088 -0.121 -0.109 -0.091 ^.080 -0.085 -0.067 -0.072 -0.076 -0.107 
Middle 1/3 ^.021 -0.033 "0.076 -0.093 4X081 4.052 ^.043 -0.038 -0.035 0.004 0.004 -0.039 
Lower 1/3 4).022 0.018 ^Q.066 -0.102 -0.099 -0.105 ^.094 -0.126 -0.097 _0.117 -0.093 -0.134 
Upper half~~4).039 -0.011 -0.080 -0.100 ^0.092 -0.068 -0.064 -0.065 -0.053 -0.040 -0.040 -0.078 
Lower half >0.013 0.002 •0.075 -0.111 -0.106 -0.100 >0.088 -0.107 -0.084 -0.093 -0.075 -0.115 
Excess Ret/ -0.013 0.005 -0.010 -0.016 -0.010 -0.007 -0.005 0.001 0.002 -0.005 -0.018 -0.011 
Rankcorr.b ppp p j o o.lO 0.10 0.00 -0.30 -0.30 -0.40 -0.40 -0.40 -0.40 -0.40 
a Excess retum of the upper 1/3 stocks over the average retums of the 45 stocks, 
b Rank correlation coefficients 
* Indicates significance at the 5% level 
•* Indicates significance at the 1% level 
From Exhibit 1，stocks with higher forecast growth rate did not generate higher 
excess retums. On the contrary, average returns of the upper 1/3 stocks having the 
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highest forecast growth (of order 134 percent for March data and 97 percent for 
September data) were all below that of the remaining stocks (with average forecast 
growth of 8 percent and 9 percent for the March and September data respectively). 
Apparently, market value of consensus forecast growth have already been incorporated 
in the stock prices. Investor purchasing stocks of high forecast growth have first to 
pay the premium for such forecast growth. Unless the stocks perform even better than 
their consensus forecast，investor cannot earn excess returns. 
From Exhibit 1，with the exception of month 6，8 and 12 of the March data, the 
rank correlation coefficients between the consensus forecast growth and the 
cumulative excess returns were never significantly different from zero at the 5 percent 
level. In the three months where the correlation was significant, the ranking orders 
were in the opposite direction. That is, stocks with high forecast growth rate gave 
negative excess returns. Further analysis shows that within the investment scenarios in 
our study, investment on high consensus forecast growth stocks gave the worst 
returns. 
To see what made the stocks with high forecast growth performed so poorly, 
we take a closer look at the relationship between the actual growth rate Gt (equation 
(l)), forecast growth rate FGt (equation (2)), and the differential growth rate DGt 
(equation (3)) ofthe 1993 and 1994 period. 
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Exhibit 2 Comparison of Forecast Growth (FGt), Actual Growth (Gt) and 
Differential Growth (DGt) o f l 9 9 3 and 1994 
Stocks March 93 September 93 March 94 September 94 
ranked by 
F G t FG93 G93 DG93 FG93 G93 DG93 ~FG94 G94 DG94 ^ 9 4 G94 DG94 
Upper 1/3 0.961""""0.414 -0.547 0.743"""^0.510 -0.233 1.716""""^1.014 -0.702 1.192""""""1.032 -0.160 
Middle 1/3 0.201 0.210 0.009 0.202 0.192 -0.010 0.200 0.169 -0.031 0.167 0.223 0.056 
Lower 1/3 -0.127 0.049 0.176 -0.032 -0.029 0.003 0.029 0.032 0.003 0.024 -0.040 -0.064 
Upper half 0.733~~0.381 -0.352 0.592~~0.414 -0.178 1.242 0.785 -0.457 0.877 0.765 -0.112 
Lower half -0.036 0.056 0.092 0.029 0.033 0.004 0.074 0.035 -0.039 0.058 0.053 -0.005 
From Exhibit 2, it can be seen that stocks with high consensus forecast growth 
were over-optimistic in terms of their earning growth, if we ignore their expected 
growth for the time being. The upper 1/3 stocks achieved an actual growth of 
41 percent, 51 percent, 101 percent and 103 percents in the four periods studied. 
These growth rates were significantly higher than that of the middle 1/3 and lower 1/3 
stocks, and were about two to three times that of the average stocks growth. These 
actual growth rates were at the same time way below the consensus forecast value. In 
the four periods studied, the upper 1/3 stocks can only achieved 43 percent, 69 
percent, 60 percent and 87 percent that of their consensus forecast growth. In other 
words, the consensus forecasted growth have been over-optimistic. In fact, the portion 
of upper 1/3 stocks having the highest forecast growth that were able to meet or 
exceed the market growth expectation were only 3/15 (or 20 percent) in March 93, 
6/15 (or 40 percent) in September 93，2/15 (or 13 percent) in March 94 and 5/15 (or 
33 percent) in September 94. Although the hit rates in 1993 was slightly better than 
that of 1994, all are consistently low. Such a low hit rate also seems to have little 
relationship with the overall stock market performance. 1993 was bullish with the 
Hang Seng Index rising from 5,512 to 11,888 and 1994 was bearish with the Hang 
Seng Index falling from 11,888 to 8,191. For both years, hit rate was low. The 
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reasons why most high forecast growth stocks fail to meet the market expectation can 
be: 
1. The stock growth rates were over estimated by the analysts. Some investment 
firms may also try to attract investors by suggesting impressive high forecast 
stock growth. 
2. It is increasingly difficult for stocks having high forecast growth to do even 
better then their expected high growth. This may be particularly true if the 
market expected growth is substantially higher than the growth targeted by the 
company itself. Many a company management refrain from out-performing too 
much of their budgeted growth. This is partly to avoid setting up too high a 
base for budgeting the next year's growth and partly to avoid facing an even 
higher expectation for the following business year. If that is the case, these 
company may choose to defer realising or reporting some of their current 
eamings to the next financial year once they have successfully reached or 
exceeded their current internal budget. 
To summarise, forecast growth alone did not means higher stock returns. The 
actual growth Gt (and hence the differential growth DGi) play an even more important 
part in determining whether excess retums can be realised. Before we move on to 
look at the relationship between the excess returns and the actual growth Gt，it is also 
interesting to note that compared with the March data, the error in the forecast growth 
of the September data was significantly less. More on that will be discussed in the later 
section. In the meantime, let us continue to examine Exhibit 3 below which show the 
stocks performance based on their actual growth Gt. 
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Relationship Between Actual Growth and Stock Returns 
Exhibit 3 Time Series of Cumulative Excess Returns for the Actual Growth 
Rate Gt (Equation (1)) 
3.1 Using March Data 
1 2 3 4 5 6 7 8 9 10 11 12 
Upper 1/3 0.049 0.020 0.025 -0.009 0.014 0.015 0.000 0.034 -0.012 -0.042 -0.053 0.003 
Middle 1/3 0.015 0.007 -0.008 -0.040 -0.024 -0.028 -0.041 -0.021 -0.094 -0.122 -0.102 -0.102 
Lower 1/3 -0.008 •0.060 -0.049 -0.097 -0.160 -0.180 -0.259 -0.213 -0.347 -0.344 -0.320 -0.309 
Upperhalf~~~0.053 0.034 0.033 -0.006 0.022 0.016 0.016 0.047 -0.011 -0.032 -0.035 0.010 
Lower half -0.014 -0.056 -0.052 -0.094 -0.140 -0.147 -0.217 -0.180 -0.298 -0.314 -0.293 -0.285 
Excess Ret/ 0.030 0.031 0.035 0.041 0.072 0.081 0.100 0.101 0.142 0.131 0.110 0.140 
Rankcorr.b -0.90* -0.80 -0.80 -0.80 -0.90* -0.80 -0.90* -0.90* -0.80 -0.80 -0.90* -0.90* 
3.2 Using September Data 
1 2 3 4 5 6 7 8 9 10 11 12 
Upper 1/3 -0.017 0.012 -0.029 -0.065 -0.069 -0.021""^0.002 0.020 0.014 0.038 '0.042"~0.027 
Middle 1/3 -0.011 0.003 -0.060 -0.092 -0.075 -0.076 -0.067 -0.068 -0.050 -0.058 -0.061 -0.090 
Lower 1/3 -0.054 -0.029 -0.141 -0.159 -0.146 -0.150 -0.153 -0.200 -0.162 -0.173 -0.146 -0.216 
Upperhalf~~-0.005~~0.020 -0.033 -0.059 -0.055 -0.015~~0.013~~0.028 0.029 0.045~~0.047 0.031 
Lowerhalf -0.048 -0.026 -0.123 -0.157 -0.145 -0.150 -0.157 -0.192 -0.159 ^0.172 -0.154 -0.213 
Excess Ret.^ 0.010 0.016 0.049 0.042 0.031 0.062 0.074 0.102 0.079 0.101 0.096 0.118 
Rankcorr.b -0.90* -0.80 -0.80 -0.80 -0.9Q* -0.80 -0.90* -0.90* -0.80 -0.80 -0.90* -0.90* 
a Excess retum of the upper 1/3 stocks over the average retums of the 45 stocks, 
b Rank correlation coefficients 
* Indicates significance at the 5% level 
** Indicates significance at the 1% level 
While forecast growth rate cannot generate excess returns, knowledge of the 
actual growth rates can lead to better returns (Exhibit 3). In other words, investors 
who are able to make perfect growth forecast can be rewarded with higher risk 
adjusted excess retums. Of the 24 monthly data, 23 of the months have excess returns 
from the upper 1/3 stocks (with highest actual growth) higher than that of the middle 
1/3 stocks, and have the excess returns from the middle 1/3 stocks higher that of the 
lower 1/3 stocks. The rank correlation coefficients were negative in all months, 
indicating that stocks having higher actual growth generate higher returns. Also, half 
of the monthly data possess ranking order significance at the 5 percent level. 
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Looking at the size of the excess returns over the average returns of the 45 
stocks, the excess returns of the March upper 1/3 stocks increased from 3 percent at 
month 1 to about 14 percent at month 8 and became roughly stable onward. Similarly, 
the excess retum of the September upper 1/3 stocks increased from 1 percent at month 
1 to about 10 percent at month 8. The excess returns then level out for the remaining 
months. 
Again, excess returns of March data is higher than that of September data. 
This is reasonable because in March, it is difficult to make accurate stock growth 
forecast due to the lack of information as well as the uncertainties in the year ahead. 
Accurate growth forecast should therefore be better rewarded. By September, over 
half of the financial year have already passed. Market also benefits from more 
knowledge about company performance from interim eaming reports or other market 
/ 
information. With more information and less uncertainty, analyst will be able to make 
more accurate growth forecast for the remaining months. Such reduction in forecast 
error is what we seen in Exhibit 2 earlier. Returns for accurate growth forecast should 
therefore be less than that for March. 
From the above analysis, actual growth (Gt) seem to be a more determining 
factor of excess retums than forecast growth (FGt). On the other hand, as only half of 
the monthly data indicate rank correlation significance, perfect forecast of actual 
growth still cannot by itself guarantee excess returns. On that basis, we look at the 
risk-adjusted excess returns for errors in the forecast. For this we used three 
measurements of the forecast error. These are : differential growth DGt (equation (3)), 
misestimate in consensus forecast of earnings Mt (equation (4)), and the percentage 
forecast error %Mt (equation (5)). Our results are tabulated in Exhibit 4 to Exhibit 6. 
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Relationship Between Forecast Error and Stock Returns 
Exhibit 4 Time Series of Cumulative Excess Returns for the Differential 
Growth DGt (Equation (3)) 
4.1 Using March Data 
1 2 3 4 5 6 7 8 9 10 11 12 
Upper 1/3 0.064 0.065"~0.042""^0.002""""0.064""""0.065""0.106 0.131"""""""^0.102"~0.062"""0.035""^0.090 
Middle 1/3 0.010 -0.012 -0.006 -0.024 -0.065 -0.065 -0.114 -0.071 -0.155 -0.175 -0.151 -0.122 
Lower 1/3 -0.018 -0.086 ^0.068 -0.125 -0.169 -0.193 -0.292 -0.260 -0.400 -0.394 -0.360 -0.376 
Upperhalf~~0.049 0.050~~0.029~~0.006~~0.042~~0.042 0.060 0.104 0.064 0.027 0.019 0.057 
Lower half -0.006 -0.062 ^Q.040 -0.094 -0.144 -0.159 -0.249 -0.225 -0.350 -0.348 -0.323 -0.314 
Excess Ret." 0.043 0.071 0.048 0.046 0.115 0.123 0.201 0.192 0.245 0.222 0.187 0.219 
Rankcorr.b -1.0** -1.0** -0.70 -1.0** -1.0** -1.0** -1.0** -1.0** -1.0** -1.0** -1.0** -1.0** 
4.2 Using September Data 
1 2 3 4 5 6 7 8 9 10 11 12 
Upper 1/3 0.004 0.030 -0.034 -0.060 -0.057 -0.003"""*0.025"~0.047 0.051""^0.074"""0.081""0.057 
Middle 1/3 -0.035 -0.009 -0.069 -0.112 -0.094 -0.089 -0.081 -0.091 -0.081 -0.070 -0.073 -0.100 
Lower 1/3 -0.050 -0.036 -0.127 -0.144 -0.139 -0.156 -0.161 -0.205 -0.168 -0.197 -0.172 -0.236 
Upper half 0.000~~0.019 -0.028 -0.061 -0.061 -0.025 -0.003~~0.016~~0.018~~0.032~~0.033~~0.021 
Lower half -0.054 -0.027 -0.130 -0.153 -0.137 -0.139 -0.140 -0.180 -0.148 -0.162 -0.143 -0.206 
Excess Ret." 0.031 0.035 0.045 0.047 0.042 0.080 0.097 0.129 0.116 0.139 0.136 0.149 
Rankcorr.b -0.90* -0.9* -1.0** -0.9* -0.70 -1.0** -1.0** -l.Q** -1.0** -l.Q** -1.0** - 1 . 0 ^ 
i 
a Excess retum of the upper 1/3 stocks over the average returns of the 45 stocks, 
b Rank correlation coefficients 
* Indicates significance at the 5% level 
** Indicates significance at the 1% level 
Results indicated a strong ranking correlation between the differential growth 
and the excess stock returns. Retums from the upper 1/3 stocks were always higher 
than that of the middle 1/3 stocks, which in turns is larger than that of the lower 1/3 
stocks. Similarly, retums from the upper half of stocks were consistently higher than 
that of the lower half. From the March data, the excess returns of the upper 1/3 stocks 
accumulated from 4.3 percent in the first month to 24.5 percent in the ninth month and 
level out after that. The September data showed a similar excess returns pattern, 
although the magnitude of the excess retums were less then that ofMarch. 
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Exhibit 5 Time Series of Cumulative Excess Returns for the Misestimate in 
Consensus Forecast ofEarning Mt (Equation (4)) 
5.1 Using March Data 
1 2 3 4 5 6 7 8 9 10 11 12 
Upper 1/3 0.040 0.024 0.017 -0.006 0.048 0.056 0.053 0.055 0.022 0.001 -0.001 0.054 
Middle 1/3 0.017 -0.012 -0.031 -0.072 -0.092 -0.099 -0.099 -0.049 -0.151 -0.204 -0.197 -0.206 
Lower 1/3 -0.001 -0.044 -0.018 -0.069 -0.126 -0.150 -0.253 -0.206 -0.325 -0.304 -0.278 -0.256 
Upper h a l f ~ ~ ~ 0 ^ ~ ~ 0 ^ ~ ~ 0 . 0 2 3 -0.011~~0.026 0.027 0.043 0.085~~0.035 -0.004 -0.016~~0.015 
Lower half -0.006 -0.054 -0.033 -0.076 -0.123 -0.140 -0.227 -0.202 -0.314 -0.311 -0.283 -0.267 
ExcessRet.a 0.018 0.031 0.022 0.038 0.096 0.112 0.145 0.114 0.162 0.158 0.149 0.180 
Rankcorr.b -0.60 -0.90* -0.60 -0.90* -0.90* -0.90* -0.90* -0.90* -0.90* -0.8 -1.0** -0.9* 
5.2 Using September Data 
1 2 3 4 5 6 7 8 9 10 11 12 
Upper 1/3 -0.002 0.012 -0.026 -0.052 -0.053 -0.012 0.017 0.040 0.036 0.070 0.078 0.063 
Middle 1/3 -0.011 0.004 -0.069 -0.118 -0.108 -0.109 -0.116 -0.125 -0.107 -0.124 -0.120 -0.157 
Lower 1/3 -0.069 -0.030 -0.136 -0.147 -0.128 -0.126 -0.118 -0.163 -0.127 -0.139 -0.123 -0.185 
Upper half~~o!ool~~0.014 -0.027 -0.061 -0.059 -0.033 -0.012 0.005~~0.007 0.019 0.019 -0.005 
Lower half -0.051 -0.019 -0.121 -0.148 -0.132 -0.130 -0.133 -0.171 -0.140 -0.148 -0.129 -0.189 
Excess Ret/ 0.024 0.015 0.048 0.052 0.042 0.069 0.090 0.123 0.103 0.134 0.133 0.160 
Rankcorr.b -1.0** _Q.30 ^0.90* ^Q.90* -0.90* -0.90* -0.70 -1.0** -0.90* -0.90* -0.70 -0.9* 
a Excess return of the upper 1/3 stocks over the average retums of the 45 stocks, 
b Rank correlation coefficients 
* Indicates significance at the 5% level 
** Indicates significance at the 1% level 
Although the excess returns stills exhibited strong rank correlations with the 
earning misestimate, the degree of correlation were not as significant as that with the 
Differential Growth variable DGt. There were also irregularities in the ranking retums 
for some of the months such as month 3 and month 4 for the March data. Apart from 
that, the upper 1/3 stocks still offered positive excess retums throughout the period, 
which accumulated from 1.8 percent in month 1 to 16.2 percent in month 9 for the 
March data, and from 2.4 percent in month 1 to 13.4 percent in month 10 for the 
September data. Compared to Exhibit 4, the Differential Growth DGt appeared to be a 




Exhibit 6 Time Series of Cumulative Excess Returns for the Percentage 
Misestimate in Consensus Forecast ofEarning %Mt (Equation (5)) 
6.1 Using March Data 
1 2 3 4 5 6 7 8 9 10 11 12 
Upper 1/3 0.064 0.065 0.042"""^0.002""""^0.064 0.065"""""0.106 0.131""^0.102 0.062 0.035""^0.090 
Middle 1/3 0.013 ^.023 -0.017 -0.037 -0.076 -0.075 -0.125 -0.069 -0.157 -0.185 -0.150 -0.124 
Lower 1/3 -0.022 -0.074 -0.057 -0.111 -0.158 -0.183 -0.281 -0.262 -0.399 -0.384 -0.361 -0.374 
Upper half~~0.048 0.044 0.022 0.000 0.033~~0.033~~0.052 0.099 0.055“0.015~~0.006 0.042 
Lower half -0.005 -0.056 -0.033 -0.087 -0.135 -0.151 -0.241 -0.220 -0.342 -0.336 -0.310 -0.299 
Excess Ret.^ 0.043 0.071 0.048 0.046 0.115 0.123 0.201 0.192 0.245 0.222 0.187 0.219 
Rankcorr.b -0.80 -0.80 -0.90* -0.90* -1.0** -1.0** -l.Q** -1.0** -0.90* -1.0** -1.0** -1.0** 
6.2 Using September Data 
1 2 3 4 5 6 7 8 9 10 11 12 
Upper 1/3 0.007 0.028 -0.028 -0.059 -0.057 -0.006""""^0.022 0.043""^S"3TI""""0.060 0.063""^0.044 
Middle 1/3 -0.039 -0.010 -0.084 -0.116 -0.099 -0.093 -0.086 -0.094 -0.075 -0.066 -0.065 -0.097 
Lower 1/3 -0.049 -0.031 -0.118 -0.140 -0.134 -0.148 -0.154 -0.198 -0.164 -0.188 -0.162 -0.226 
Upper half~~~0.000 0.019 -0.028 -0.061 -0.061 -0.025 -0.003 0.016 0.018 0.032~~O^sl~~0.021 
Lower half -0.054 -0.027 -0.130 -0.153 -0.137 -0.139 -0.140 -0.180 -0.148 -0.162 -0.143 -0.206 
Excess Ret." 0.034 0.032 0.051 0.047 0.042 0.076 0.094 0.125 0.106 0.125 0.118 0.137 
Rankcorr.b -0.90* -0.70 -1 .0" -Q.90* -0.70 -0.90* -0.90* -1.0** -1.0** -1.0** -0.90* -0.90* 
a Excess retum of the upper 1/3 stocks over the average retums of the 45 stocks, 
b Rank correlation coefficients 
• Indicates significance at the 5% level 
*• Indicates significance at the 1% level 
Pattern of the excess returns were close to that of the Differential Growth 
variable DGt (Exhibit 4). Excess retums of the upper 1/3 stocks accumulated from 4.3 
percent in month 1 to 24.5 percent in month 9 for the March data, and from 3.4 
percent in month 1 to 12.5 percent in month 8 for the September data. Again, returns 
of the upper half stocks were consistently above that of the lower half stocks. 
From the above results, unlike the case of investing on stocks based on forecast 
growth, risk adjusted excess returns can be realised by being able to accurately identify 
the error in the consensus forecast growth. Exhibit 7 further summarise the rank 
correlation significance between the excess return and the three different measures of 
forecast errors. 
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Exhibit 7 Data Showing Significant Ranking Correlation between Cumulative 
Excess Returns and Forecast Error Measures DGt, Mt and %Mt 
Data having ranking correlation Data having ranking correlation 
at or above 5% significant level at or above 1% significant level 
No. of months Percentage No. of months Percentage 
Differential GrowthDG^ 22 92% 19 79% 
March data 11 92% 11 92% 
September data U 9 ^ 8 67% 
Forecast Misestimate Mt 18 75% 3 25% 
March data 9 75% 1 8% 
September data 9 l J % 2 17% 
Forecast Misestimate % M 20 83% H 46% 
March data 10 83% 7 58% 
September data ]^ 83% 4 33% 
From exhibit 7, most of the monthly data indicated significant rank correlation 
between excess retums and the forecast error. The rank correlation is particularly 
evident with the differential growth DGt parameter, where 92 percent of monthly data 
have ranking order significance at 5 percent confidence level and 79 percent of 
monthly data have ranking order significance at 1 percent confidence level. Following 
this approach, investor's strategy for earning excess risk adjusted return shall be, 
firstly, to make its own preliminary analysis and growth forecast of the stocks of 
interest. Then, by comparing his own forecast with that of the consensus figures to 
identify the stocks that indicate substantial difference in the forecast growth. Further 
analysis can then be focused on these stocks and if the investor are confident that his 
estimate is more accurate then that of the consensus forecast, investment can be made 
on such stocks and if his forecast is indeed better than the others, excess risk adjusted 
retums can hopefully be obtained. 
Looking at the size of the excess return, for the March data shown in Exhibit 
4.1，the upper 1/3 stocks are eaming an excess return over the average stocks by 4.3 
percent in the first month. The excess retum then accumulated over the months to the 
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peak of 24.5 percent in month 9. For the September data In Exhibit 4.2，the excess 
retum accumulated from 3.1 percent in month 1 to the peak of 14.9 in month 12. 
Again, investor can earn higher excess returns by being able to identify accurately the 
differential growth in March then in September. The improvement in the growth 
forecast accuracy from March to September can further be seen from Exhibit 8 below, 
where there is a clear reduction in both the mean and the standard deviation of the 
forecast error for the parameters DGt, Mt and %Mt. 
Exhibit 8 Mean and Standard Deviation of March and September Forecast 
Error 
Gt ~t ~ M ~t 
_ ^ ^ ^ ^ ^ ^ Mean a Mean cr Mean g Mean cr Mean cr 
March 93 0.224 0.491 0 .345~0.573 -0.121 0.634 0 .007~0.470 -0 .756~4.111 
September 93 0.224 0.491 0.308 0.427 -0.083 0.381 0.006 0.198 -0.496 2.543 
March 94 0.405 1.962 0.648 2.091 -0.243 0.779 -0.083 0.321 -0.421 1.502 
September 94 0.405 1.962 0.461 1.586 ^0.056 0.663 -0.034 0.240 -0.248 0.986 
I 
As in our earlier discussion, investor cannot eam excess retums by investing on 
stock based on their high consensus forecast growth. This is because the market value 
for such forecast growth are already incorporated in the stock prices and unless the 
stocks can perform even better then their consensus forecast, no excess returns can be 
eamed. Based on the argument that consensus forecast growth affect stock prices, 
excess retums can therefore be eamed if investor can correctly predict how analysts 
will be revising their consensus forecast, as the forecast revision will in turns lead to 
stock price changes. Effect of the forecast revision on excess returns are shown in 
Exhibit 9. 
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Relationship Between Forecast Revision and Stock Returns 
Exhibit 9 Time Series of Cumulative Excess Returns for the Forecast Revision 
FR| using September Data (Equation (6)) 
1 2 3 4 5 6 7 8 9 10 11 12 
Upper 1/3 0.011 ""^0.020 -0.016 -0.040 -0.036 0.019 0.042 0.060""""^0.075""^0.107 0.121"""""0.104 
Middle 1/3 -0.006 0.012 -0.057 -0.099 -0.088 -0.107 -0.103 -0.113 -0.111 -0.135 -0.131 -0.164 
Lower 1/3 -0.088 -0.048 -0.161 -0.179 -0.169 -0.162 -0.160 -0.199 -0.166 -0.167 -0.158 -0.223 
Upper half~~0.010~~0.025 >0.015 -0.038 -0.036 -0.005~~0.020~~0.030~~0.034~~0.041 ~0 .047~0 .030 
Lowerhalf -0.064 -0.033 -0.131 -0.163 -0.147 -0.154 -0.156 -0.186 -0.155 -0.161 -0.150 -0.211 
Excess Ret." 0.038 0.024 0.057 0.060 0.056 0.098 0.109 0.138 0.136 0.167 0.173 0.195' 
Rankcorr.b -0.90* -1.0** -0.9* -0.80 -0.80 -0.90* -0.90* -0.90* -0.90* -0.90* -0.90* -0.90* ‘ 
a Excess retum of the upper 1/3 stocks over the average retums of the 45 stocks, 
b Rank correlation coefficient 
* Indicates significance at the 5% level 
** Indicates significance at the 1% level 
From exhibit 9，for each of the 12 months period studied in 1993 and 1994，the 
upper 1/3 stocks having the greatest forecast revision earned the maximum excess 
retums, which accumulated from 3.8 percent in month I to 19.5 percent in month 12 
where the forecast revision was made. Ten of the months showed significant ranking 
correlations at 5 percent confidence level. This suggested that forecast revision did 
have a significant impact on stock prices and returns. Investors that are able to 
accurately predict the changes of consensus eaming forecast will be able to earn excess 
retums. 
Next we compare the size and variation of the excess retums due to the above 
estimation parameters for month 6 and 12. 
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Size and Variation of Excess Returns Due to Forecast Errors 
Exhibit 10 Excess Returns from March Data 
10.1 For Month 6 
Actual Forecast Error in Error in % Error in Forecast 
Growth Growth Growth Forecast Forecast Revision 
Gt FG, DGt Mt %Mt FRt 
Equation (1) Equation (2) Equation (3) Equation (4) Equation (5) Equation (6) 
Upper 1/3 0.015 -0.127 0.065 0.056 0.065 - -
Middle 1/3 -0.028 -0.064 -0.065 -0.099 -0.075 — 
Lower 1/3 -0.180 -0.002 -0.193 -0.150 -0.183 — 
Upperhalf 0.016 -0.095 0.042 0.027 0.033 “ 
Lowerhalf -0.147 -0.038 -0.159 -0.140 -0.151 —-
ExcessRet.a 0.081 -0.061 0.123 0.112 0.123 -— 
Rankcorr.b -0.80 1.0** -1.0** -0.90* - 1 . 0 " —-
10.2 For Month 12 
Actual Forecast Error in Error in % Error in Forecast 
Growth Growth Growth Forecast Forecast Revision 
G, FG, DGt Mt %Mt FRt 
Equation (1) Equation (2) Equation (3) Equation (4) Equation (5) Equation (6) 
Upper 1/3 0.003 -0.254 0.090 0.054 0.090 — 
Middle 1/3 -0.102 -0.069 -0.122 -0.206 -0.124 - -
Lower 1/3 -0.309 -0.085 -0.376 -0.256 -0.374 二 
Upperhalf 0.010 -0.176 0.057 OOTs 0.042 ~ 
Lowerhalf -0.285 -0.115 -0.314 -0.267 -0.299 -二 
Excess Ret." 0.140 -0.109 0.219 0.180 0.219 — 
Rankcorr.b _0.90* 0.90* -l.Q** -0.9* -1.0** — 
a Excess return of the upper 1/3 stocks over the average returns of the 45 stocks, 
b Rank correlation coefficient 
* Indicates significance at the 5% level 
** Indicates significance at the 1% level 
As shown in exhibit 10，the upper 1/3 stocks having the highest forecast error 
gave 12.3 percent excess retums over that of the average stock retums. The excess 
retums was higher than that of the upper 1/3 stocks having the highest actual growth, 
which was 8.1 percent. Returns from the upper 1/3 stocks having the highest forecast 
growth rate was the lowest, at 6.1 percent below that of the average stock returns. 
The order of excess retums remained unchanged in month 12, except that the size of 
the retums increased to 21.9 percent for forecast error ( ¾ and %M )^, 14 percent for 
actual growth (G,) and -11 percent for forecast growth (FGt). 
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Exhibit 11 Excess Returns from September Data 
11.1 For Month 6 
Actual Forecast Error in Error in % Error in Forecast 
Growth Growth Growth Forecast Forecast Revision 
G, FG, DGt Mt %M, FR, 
Equation (1) Equation (2) Equation (3) Equation (4) Equation (5) Equation (6) 
Upper 1/3 -0.021 -0.091 -0.003 -0.012 -0.006 0.019 
Middle 1/3 -0.076 -0.052 -0.089 -0.109 -0.093 -0.107 
Lower 1/3 -0.150 -0.105 -0.156 -0.126 -0.148 -0.162 
Upper half -0.015 -0.068 -0.025 -0.033 -0.025 -0.005 
Lower half -0.150 -0.100 -0.139 -0.130 -0.139 -0.154 
Excess Ret." 0.062 -0.091 0.080 0.069 0.076 0.098 
Rankcorr.b _Q.80 -0.30 -1.0** -0.90* -0.90* -0.90* 
11.2 For Month 12 
Actual Forecast Error in Error in % Error in Forecast 
Growth Growth Growth Forecast Forecast Revision 
Gt FGt DGt Mt %Mt FRt 
Equation (1) Equation (2) Equation (3) Equation (4) Equation (5) Equation (6) 
Upper 1/3 0.027 -0.107 0.057 0.063 0.044 0.104 
Middle 1/3 ^.090 -0.039 -0.100 -0.157 -0.097 -0.164 
Lower 1/3 -0.216 -0.134 -0.236 -0.185 -0.226 -0.223 
Upper half 0.031 -0.078 0.021 -0.005 0.021 0.030 
Lower half -0.213 -0.115 -0.206 -0.189 -0.206 -0.211 
ExcessRet.a 0.118 0.040 0.149 0.160 0.137 0.195 
Rankcorr.b -0.90* -0.40 -1.0** -0.9* -0.90* -0.90* 
a Excess retum of the upper 1/3 stocks over the average returns of the 45 stocks, 
b Rank correlation coefficient 
* Indicates significance at the 5% level 
** Indicates significance at the 1% level 
In the September data, we have one more variable to compared : the forecast 
revision {FRi). The results indicated that the upper 1/3 stocks having the highest 
forecast revision gave the maximum excess returns of 9.8 percent in month 6 and 19.5 
percent in month 12. Such retums were higher than that of the upper 1/3 stocks 
having the highest forecast error (8 percent in month 6 and 14.9 percent in month 12). 
The excess retums was in tum higher than that of the upper 1/3 stocks having the 
highest actual growth (G )^, which was 6.2 percent in month 6 and 11.8 percent in 
month 12. Retums from the upper 1/3 stocks having the highest forecast growth rate 
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(FGi) was again the lowest. The excess returns of that was about 9.1 percent below 
that of the average stock returns in month 6 and 4 percent in month 6. 
Based on this results, investor can eam the most risk adjusted excess returns by 
being able to predict how analyst will revise their consensus forecast. While it may be 
difficult to forecast how people will act in the future, we believe that as long as 
investor can make a more accurate growth forecast then the consensus growth, and 
that as time goes by, analyst will react to the market information and make rational 
adjustment to improve the forecast accuracy. Forecast revision will naturally be made 
to the benefit of the investor. 
Size of Returns by Being More Accurate 
Using our database, we can also estimate the size of excess risk-adjusted 
i 
retums by being more accurate then the consensus forecast. Exhibit 12 is the one year 
> 
cumulative excess retums (over the average retums of the 45 stocks in consideration) 
based on the March forecast data. 
Exhibit 12 Excess Returns from Accurate Prediction ofDifferential Growth * 
Percentage of stocks Excess retum if Excess retum if Excess retum if 
eliminated completely accurate 50% error 90% error 
0% 0.00% 0.00% 0.00% 
20% 7.32% 3.66% 0.73% 
40% 13.69% 6.84% 1.37% 
60% 21.75% 10.88% 2.18% 
^ 32.59% 16.29% 3.26% 
* Differential growth (actual growth - consensus forecast growth) 
Forecast of one year growth rates prepared in March. Cumulative retums calculated as of April of 
the following year. 
In Exhibit 12, Column 2 indicate the excess retum when the investor can 
successfully identify and eliminate the portion of stocks in the market that are having 
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the minimal differential growth, or forecast error. Column 3 and 4 are the excess 
retums if the investor can only have 50 percent and 10 percent accuracy in eliminating 
the stocks respectively. For example, if the investor can be completely accurate in 
eliminating the 80 percent of the stocks having the least forecast error, he can be 
rewarded a remarkable excess returns of 32.6 percent. Even if he is only 50 percent 
accurate in eliminating 20 percent of the stocks with the least forecast error, the excess 
retum can still be about 3.7 percent. The reward of such a sizeable excess returns 
suggested that it is indeed worthwhile for financial analyst to spend their time and 
effort to be "more accurate" than the consensus forecast. 
Limitations of Our Study 
While our results on the Hong Kong stock market in general agree with that of 
i 
previous researches of the U.S. stock market, there are still inherent limitations in our 
work that should be considered. 
1. Not all analysts formulate and transmit their EPS forecasts to "The Estimate 
Directory" on precisely the same date. In other words, different time lags can 
exist between the EPS update provided by different analysts. Consequently, 
the information upon which updates are based is likely to differ across analysts. 
For instance, for the "March issue", an analyst may have done an earnings 
forecast for a particular stock in January while another analyst may have done 
it in February. This will introduce noise in our study, although our result did 
correctly reflect the retums situation if investors indeed made stock selections 
based on the published forecast. 
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2. The existence of exceptional items in reported actual earnings will distort 
forecast errors. To minimise the impact, we excluded exceptional items from 
the reported earnings in our calculations. 
3. Since a majority of our samples comprise small- to medium-sized companies 
whose share prices are not usually moving in tandem with the Hang Seng 
Index, the value of R-squares is rather small. With a low correlation 
coefficient, the use of market model to calculate the risk adjusted excess 
retums can lead to biased test. The measures of grouping data as well as the 
use of nonparametric test in our study help to control the irregularity. 
4. Compared with Elton, Gruber and Gultekin's study in which the sample size is 
913 and 696 for one- and two-year forecasts respectively, our sample size (45 
stocks) is relatively small. With only 5 bands and 9 constituent stocks in each 
t 
band, abnormal behaviour of a few particular stocks may have a significant 
impact on performing the rank correlation test. 
5. We have assumed that beta is a constant in the market model. However, in 
reality, beta may change over time, which will create disturbance in the 




Overall, our results are consistent with that of Elton, Gruber and Gultekin's 
study. Using Hong Kong data between 1993 and 1994，our empirical study shows that 
earnings expectation has information content on share prices. However, the amount of 
excess retums will depend on the investor's trading strategies, which are summarised 
as follows: 
1. Investment on stocks having high consensus forecast growth rate will not earn 
excess risk adjusted returns. This is because th^ market value of the forecast 
growth will already be incorporated into the stock prices. Unless the stock can 
perform even better their forecast growth, investor will not be able to eam 
excess retums. In the two years period we studied, the chance for the stocks 
with high forecast growth to out-perform their market expectation was low. 
2. Investor having perfect knowledge of the actual growth rate of stocks can eam 
excess retums. To eam the most out of his knowledge of actual growth, 
investor should focus his analysis and investment on those stocks which 
consensus forecast differ the most from his forecast. 
3. The highest risk adjusted market retums will be earned by being able to invest 
in stocks having the highest consensus forecast revision. It appears that 
analysts' forecast revisions are the major driving force behind share prices. If 
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one is able to predict how analysts are going to revise their earnings forecasts, 
he or she can act in advance and eam the excess retums. 
In conclusion, excess returns can be earned if one has superior forecasting ability. The 
size of excess retums ofbeing more accurate than the consensus forecast well justified 
the effort so needed. 
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Cumulative Excess Returns for 45 HKSE Stocks 
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Cumulative Excess Returns for 45 HKSE Stocks 
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